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General Business Conditions 


HE steel industry, as this is written, is 

shutting down its coke ovens, blast fur- 

naces, and open hearths to be prepared 

for a strike if no wage agreement is 

reached by the June 30 deadline. Be- 
cause cooling and reheating of facilities must be 
gradual to avoid severe damage, even a last- 
minute settlement will involve the loss of at least 
a million tons of steel output. A strike will mean 
over 2 million more tons lost each week. The 
effects of curtailment in steel supplies will be 
felt slowly in some areas but very quickly in 
others, for while stocks of some types of steel in 
users’ hands are high, other types, particularly 
structural shapes, pipe and heavy plate, are ex- 
tremely short. Even a brief strike will intensify 
shortages and cause hardship in such important 
industries as construction, oil-well drilling, aad 
railroad equipment building. Iron Age estimates 
that more than half of steel users will be hit hard 
within two weeks after a strike starts. In the 
automobile and related industries, on the other 
hand, steel stocks are known to be high. 
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New York, July, 1956 


Whatever happens, steel output is slated to 
drop during the summer months. A strike would 
substitute sudden, chaotic liquidation, accentu- 
ating the imbalance of steel stocks, for the or- 
derly, though protracted, process of using up 
stocks while holding back on orders for the 
more plentiful items. A peaceful settlement 
would allow greater emphasis on output of items 
in short supply and permit much needed re- 
pairs to facilities which have been running at 
capacity for many months. A long strike would 
be followed by a mad scramble to rebuild steel 
inventories, which, as in 1952-53, could easily 
lead to another cycle of overstocking and liqui- 
dation. In terms of general industrial activity, it 
would change the stable or moderately declining 
pattern which has been commonly anticipated to 
a V-shaped drop and rebound. The longer the 
strike, the wider its effects will spread. 


Third-Quarter Prospects 

Apart from the industries which sell to and 
buy from the steel mills, the economy at midyear 
shows no striking change from the months be- 
fore. The usual summer lull in production and 
trade is starting from a relatively high level this 
year. However, the vacation slackening in out- 
put, which nowadays often means the closing of 
entire plants or industries for the vacation period, 
may be accentuated by the need of a number of 
industries to reduce stocks. Even without a steel 
strike, many would look for a little more than 
the usual drop in industrial operations. 


On the other hand, few expect the slackening 
to have depressing effects on consumer buying 
or business spending. Business reports through 
late June have been sufficiently favorable to 
moderate the pessimism which appeared after 
the discount rate increase and the disappointing 
automobile news in mid-April. Recent reports 
indicate no spread and perhaps some improve- 
ment in the soft spots. For one thing, the auto- 
mobile industry is cutting down its inventories 
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at a satisfactory rate. Over-all employment and 
retail sales have achieved near-record levels. Offi- 
cial surveys indicate that nonresidential con- 
struction activity and business capital expendi- 
tures will continue their record-breaking pace in 
the second half. The additional funds made 
available by Federal Reserve authorities to meet 
seasonal credit needs, together with the stability 
of over-all business measures and bond and stock 
market improvement, have banished most of the 


forebodings based on the tightening of money. 


The remarkable feature of business activity in 
the first half of 1956 has been the stability which 
has persisted month after month in major eco- 
nomic indicators, apart from the usual seasonal 
fluctuations. Industrial production has stayed 
between 141 and 144 per cent of the 1947-49 
average, a range of 2 per cent, since last Sep- 
tember. In May it was 142. Retail sales have 
fluctuated for 14 months between $15.3 and $15.8 
billion a month, and in May were close to the 
peak; auto dealers’ sales have declined, but other 
sales have risen to a new record. Over-all con- 
struction expenditures have stayed at approxi- 
mately $3.6 billion monthly for the same period, 
as gains in nonresidential construction offset the 
lag in housing. Total government purchases of 
goods and services have been largely a neutral 
factor in recent business fluctuations, at an an- 
nual rate of $75-77 billion for the past two years. 


This stability masks a wide variety of adjust- 
ments in individual lines. It illustrates the mean- 
ing of the phrase “rolling readjustment”, in which 
some lines continue to rise while others turn 
down, and in which corrections of inventory, 
production, or price maladjustments are not 
bunched to the extent of causing a general down- 
ward spiral. Thus far the indications are that 
any third-quarter inventory adjustment will hold 
within the “rolling readjustment” range. 


Evidences of Strength 

Rising income and employment provide a 
strong underpinning for retail sales. A total of 
65.2 million persons were employed in May, a 
level second only to the record set last August 
and 2% million greater than in May 1955. Wage 
rates have been rising and will get a new impetus 
from steel wage increases. To be sure, there is 
danger of labor pricing itself out of the market, 
due to inability of employers to pass on increased 
costs. So far, however, more people have had 
work at higher wages. There has been a steady 
rise in labor income, as well as income from most 
other sources. Even agricultural income has re- 
vived to the best rate since November. The latest 
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figures available (April) show personal income 
at a record annual rate of $317.1 billion. 

In June, there was fresh evidence of strength 
in business men’s plans for buying new plant and 
equipment — one of the basic props of current 
prosperity. A survey by the Securities and Ex- 
change Commission and the U. S. Department 
of Commerce indicates that these expenditures 
are scheduled to continue growing during the 
third quarter, to an annual rate of $36.7 billion, 
instead of leveling off after midyear. Of course 
business men may not be able to spend as much 
as they plan to, particularly if an extended steel 
strike occurs. Actual expenditures in the first 
half were about 1 per cent less than had been 
anticipated three months earlier, presumably be- 
cause of shortages and delayed delivery rather 
than cancellation or postponement of projects. 
The 6 per cent increase scheduled between the 
second and third quarters supports the opinion 
that a brief lull in business activity does not cut 
into long-term expansion plans. 

The number of new private homes to be start- 
ed in 1956 is now estimated at 1,150,000, com- 
pared with the average annual rate of 1,100,000 
maintained this spring and the forecasts of 1,200,- 
000 and even 1,300,000 which were common 
earlier this year. 


The Inventory Position 

When business observers discuss the inventory 
situation, the topic generally splits into three 
parts: steel, autos, and the over-all level. There 
is little doubt that stocks of automobiles and 
some kinds of steel will have to be worked down 
in the next couple of months, but the big question 
is how much general liquidation will ensue. 

The automobile industry, at present curtailed 
assembly rates, is making progress with inven- 
tory reduction. Dealers’ stocks were whittled 
70,000 in May and may be reduced 100,000 or 
more in June. At that rate, new car stocks are 
expected to total about 700,000 at mid-year, 
slightly below their New Year’s Day level, and 
nearly 200,000 below their February peak. The 
industry's goal apparently is to reduce inventories 
to half a million cars or lower by the end of the 
56 run in August or September. 

Both steel and automobiles present special 
inventory situations, with liquidation both more 
necessary and more certain to come than in in- 
dustry in general. Partly because of the accumu- 
lation of steel and auto stocks, the total book 
value of business inventories is at an all-time 
high. Stocks have been rising steadily since the 
end of 1954 (seasonally adjusted) and when last 
reported (April 30) totaled $84.4 billion, an ad- 
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vance of $7% billion or nearly 10 per cent from 
the 1954 low and about 4 per cent above the 
1953 peak. Roughly two-fifths of the increase 
in the past year and a half has been the result 
of rising prices; allowing for these higher prices, 
the physical volume of goods in stock may be 
even with or somewhat below the 1953 crest. 
Sales, however, are generally higher in both 
dollar and physical volume. 

Trade inventories have been edging lower 
since February, but factories have increased 
stocks at the rate of $500 million a month. For 
the most part, this has been a voluntary process. 
Some manufacturers were bringing working 
stocks into line with current rates of production. 
This type of accumulation appears to have about 
run its course. 

The buildup in inventories has, of course, 
added something to over-all demand. Once the 
desired level of stocks has been achieved —and 
that moment may be near at hand, in the aggre- 
gate —the extra push will be oe Adjust- 
ment to more prompt delivery schedules also 
involves reducing stocks and outstanding orders. 
Whether these adjustments spread is largely a 
question of the strength of business in general. 
The offset is in the sustained demand from con- 
sumers, business, and government now in view. 


The Issue in the Steel Wage Dispute 


Steel wage negotiations held the center of the 
stage last month. The companies offered wage 
increases and additional fringe benefits for 
workers over the next five years, amounting, by 
the end of that period, to a total increase in em- 
ployment costs of 65 cents per hour worked. The 
union rejected this offer as “trifling”. 

Pressed for funds to finance expansion, the 
steel companies are expected to advance prices 
to cover at least the initial added cost of any 
wage settlement. The question is, how much? 

Increased steel prices will likely mean higher 
prices for a wide range of goods that use steel. 
The size of the steel settlement is likely to have 
an impact also on negotiations in other indus- 
tries such as meatpacking, telephone, rubber, 
steel fabricating, and aluminum. Thus, a big 
wage and price hike in the trend-setting steel 
industry raises the possibility of a resumption of 
the upward wage-price spiral of earlier postwar 
years. It comes at a time when the economy is 
moving along at close to record levels, prices — 
even in the farm sector — have been moving up, 
and the cost of living index has touched its pre- 
vious high point of October, 1953. 


Apart from an oversize initial boost, the bene- 
fits offered by the mills over the later years of the 





contract, above 4 per cent a year, appeared to 
be an estimate — perhaps on the optimistic side 
—of the improvement in productivity of labor 
that modernized facilities can bring as well as 
the advantages of five years of labor peace. 

The temptation to the employer, when busi- 
ness is good and a shutdown costly, is to err on 
the side of generosity. The temptation to the 
union is to press its advantage to the utmost, and 
make demands that, to be fulfilled, require large 
price increases. 

This is an illustration of the way prosperity, 
sellers’ markets and an abundance of employ- 
ment opportunities threaten economic stability. 
One solution is government price and wage con- 
trols. The solution for the free society is for the 
negotiating parties to exercise self-restraint when 
business is good so as to have a price basis that 
can be sustained when business is not so good. 

These conflicts that we call “labor disputes” 
are basically a natural haggling that goes on 
every day in the business process. They become 
more than that when they relate to the whole 
of a key industry such as steel. They determine 
what other industries and unions feel impelled 
to do. Yet there is a basic identity of objectives 
in this difficult area of economic bargaining. 
Joseph L. Block, president of Inland Stee] Com- 
pany, in a New York speech May 24, made the 
point this way: 

Workers, management, owners and the public gain 
by a sharing of —_— increases. They all suffer 
from the harmful effects of inflation. The only proper 
question at issue is an evaluation of future productivity 
increases based on past experience. . . . 

The Record 

Since 1939 the dollar has lost nearly half its 
buying power. Average hourly earnings in manu- 
facturing in that period have tripled. With the 
spread of “fringe benefits”, the increase in labor 
costs has been even greater. Estimates developed 
by the U.S. Bureau of Labor Statistics indicate a 
rise of labor productivity in manufacturing over 
this period of perhaps 40 per cent. In other 
words, labor costs have been rising at a rate in- 
consistent with price stability. 

Over the long run, wages must be paid for out 
of production, and thus can be raised only by 
increased production. Some union officials insist 
employers can take the cost of wage increases 
out of profits. This ignores the fact that the em- 
ployer needs adequate profits to reward manage- 
ment, provide a icturn on invested capital, and 
keep he company financially strong su it can 
provide for growth. Thus, wage demands in ex- 
cess of productivity gains must be felt in higher 
prices. Inflation will reduce real gains to those 
warranted by production. 
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Historically, real hourly earnings have moved 
up closely in line with output per man-hour. Go- 
ing back all the way to 1909, for instance, hourly 
earnings, in terms of purchasing power, and out- 
put per man-hour as estimated by the Bureau 
of Labor Statistics, are both up about 250 per 
cent. That contrasts with a ten-fold increase in 
nominal money earnings. 

This, then, is the issue in the steel wage dis- 
pute. Shall we try to keep the rise in labor costs 
in line with prospects for improved productivity? 
Or shall we delude ourselves with the mirage 
that excessive labor cost increases can come from 
some place other than the consumer? 


The Same Problem Abroad 

The same disease — sometimes in more ad- 
vanced forms — plagues a number of Western 
European countries. 

With an increasing scarcity of labor as Eu- 
rope’s industrial expansion continues, trade 
unions have found their bargaining position 
greatly strengthened and feel a natural disposi- 
tion to take advantage of it. In Great Britain, for 
instance, there have been more job openings 
than people seeking jobs. At latest report, un- 
employment in that country amounted to 265,- 
000 while the number of unfilled vacancies came 
to 380,000. In France, wages rose 9 per cent dur- 
ing 1954 and 11 per cent in 1955. Wage increases 
in Belgium, Norway, Sweden, West Germany, 
and the United Kingdom have followed much 
the same pattern. 

Excessive wage demands have created critical 
difficulties for England. While weekly earnings 
per worker have increased by some 45 per cent 
since 1950, weekly output per wage earner has 
increased only 10 per cent. And it seems likely 
that wages will increase even more this year. In 
the first four months of 1956, weekly payrolls 
increased over £5 million—about the same 
amount as for all of 1955. A number of wage 
negotiations are still outstanding while further 
wage demands on behalf of engineers, railway- 
men, and miners will be presented before the 
end of the year. 

British Chancellor of the Exchequer Harold 
Macmillan took note of the seriousness of the 
matter in a speech in May before the British 
Chamber of Commerce. As reported in the New 
York Times, he declared that if every rise in 
price resulting from past wage increases is re- 
garded as a basis for future pay rises “we are 
certainly on the road to ruin”. He continued: 
“I say to the whole country and in the plainest 
words I can use, our jobs are at risk, and will be 
so increasingly until this ruinous spiral of wages 


and prices is stopped.” 






Full Employment Policies 

The task of preserving the value of money, 
while at the same time keeping business ac- 
tivity at high levels, is most difficult in those 
countries which most actively pursue full em- 
ployment goals. The fuller the employment the 
harder it is to keep the lid on prices. That is be- 
cause when labor is scarce, employers bid for 
workers by offering higher wages. Increased pay- 
roll costs are passed on in higher prices to the 
consumer. 

Senator Paul Douglas of Illinois, an economist 
who has made a life study of employment sta- 
tistics, wrote a book in 1952 entitled Economy 
in National Government. In it he suggested that 
a normal proportion of seasonal and transitional 
unemployment would run near to six per cent 
of the civilian labor force. In other words, there 
would be people finding their way to job open- 
ings that exist. 

Between 1945 and 1955, the number of unem- 

loyed persons in this country averaged under 
four r cent — well below what Senator 
Doug as suggested as a norm. Put another way, 
full employment policies of the government in 
this country have actually produced “over-full” 
employment — more jobs than workers in many 
lines. It is significant to note that in the same 
ten-year period consumer prices in this country 
rose nearly 50 per cent. Neil H. Jacoby, former 
member of President Eisenhower's Council of 
Economic Advisers, in his recent book entitled 
Can Prosperity Be Sustained?, discussed the ef- 
fect of rising prices this way: “. . . Since 1941 
more human suffering has been visited upon 
Americans by the doubling of consumer prices 
than by unemployment. . . .” 

Those European countries which have suc- 
ceeded in pushing unemployment down even 
further than in this country have been faced 





Germany Belgium Holland 

Cost Unem- Cost Unem- Cost Unem- 
of ploy: of ploy- of ploy- 

living” mentt living* mentt living* mentt 
1950... 100 10.2 100 10.9 100 2.0 
1951... 108 9.0 110 9.8 110 2.3 
1952... 110 8.4 110 11.8 111 8.5 
1953... 108 7.6 110 11.8 lil 2.7 
1954....... 108 7.0 111 10.9 116 1.9 

1955... 110 5.1 112 8.4 118 1.8t 

Sweden United Kingdon United States 

Cost Unem- Cost Unem- Cost Unem- 
of ploy- of ploy- of ploy- 

living* mentt living* mentt living* mentt 
1950... 100 2.2 100 1.6 100 5.0 
1951 116 1.8 110 1.3 108 3.0 
1952... 125 2.3 120 1.7 110 2.7 
1953... 127 2.8 123 » i 111 2.5 
1954... 128 2.6 126 1.4 111 5.0 
1955... 182 2.4 131 11 111 4.0 


*Calculated from International Financial Statistics indices: 
1950= 100. 

tPercentage of labor force; Source: I.L.0. Year Book of Labor 
Statistics 1955. 

tEstimated. 
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with even greater wage-price pressures, as can 
be seen in the preceding table. It shows the cost 
of living has gone up faster in Sweden, Holland, 
and the U. K., where unemployment is almost 
non-existent, than in Germany, Belgium, and the 
U. S., where the percentage of unemployed has 
been higher. 


Increased Awareness of the Problem 

There is some evidence of a growing aware- 
ness of the difficulties created by making wage 
demands greater than increased productivity 
and by pursuing full employment policies re- 
gardless of the effect on prices. As to the first 
area — wage demands — the April issue of Eco- 
nomic Trends and Outlook, published by the 
AFL-CIO Economic Policy Committee, carried 
this paragraph: “. . . Certainly it is true that if 
real wages are to rise there must, indeed, be a 
constant increase in productivity as well which, 
in turn, can make possible a rapid growth in 
the total size of the production pie. . . . If real 
wages are to continue to rise, this movement 
must be underpinned by rising manhour output 
and greater total production. . . .” 

An example of increasing maturity in labor 
leadership abroad showed up in Sweden not long 
ago. The Swedish Confederation of Trade 
Unions, in April agreed to fix wage increases at 
a maximum of 3.7 per cent for 1956 while at the 
same time making an effort for an over-all pro- 
duction rise of at least 4 per cent. Said Rudolph 
Meidner, economic adviser to the trade unions: 
“We know that a new wage increase of 12 per 
cent, as in 1955, would be dangerous. The econ- 
omy cannot bear a wage increase of 10 per cent, 
if the production is raised only by 8 or 4 per cent.” 


Responsibility to Share 

The responsibility for preventing inflation in 
this country and abroad in the months ahead 
rests on many shoulders. 

Workers need to hold their demands for in- 
creased wages to amounts justified by their own 
proficiencies and by general advances in tech- 
nology and productivity. 

Government monetary and fiscal authorities 
must realize that pumping up the credit supply 
—in order to perpetuate “full employment” — 
will lead to further erosion of the currency. Al- 
though inflationary forces are set in motion by 
excessive wage demands, refusal by the authori- 
ties to underwrite the increases by boosting the 
credit supply would dampen these forces. 


Businessmen must strongly resist excessive - 


union demands and set price and profit policies 
so that part of the benefits of increased produc- 
tivity can be on to the consumer in the 
form of better products or lower prices, 


The public must give its support to govern- 
ment and private efforts to restrain economic 
excesses — even though money income (as dis- 
tinguished from real income) may not rise as 
fast as in the past. 

If this and other countries are to enjoy sound 
economic growth with stable currencies, these 
responsibilities must be met. To do otherwise 
is to invite inflation and later collapse. 


Where Is the Money Coming Frem? 


These are days of forward-looking optimism 
when statisticians and economists project ahead 
continuously rising standards of material wel- 
fare for a growing population, easier work bur- 
dens, shortening working days and working 
weeks. Some even raise provocative questions 
as to how people will ever be able to consume 
all that might be produced and to find satisfying 
outlets for a superabundance of spare time. 
That such Utopian dreams should gain currency 
is a tribute to the demonstrated ability of crea- 
tive individuals to find ways of getting more 
product out of less work, defying the Malthusian 
doctrine that the growth of population, drawing 
upon limited natural resources, will inevitably 
depress living standards. 

There are, to be sure, hard realists who won- 
der if science and technology, applied to the in- 
vention, design, construction and operation of 
labor-saving devices, can always keep up with 
the growth of population, to say nothing of pro- 
viding increased leisure. They can point to the 
incredible drain existing populations and living 
standards are making on natural resources evi- 
denced in practical shortages, in some areas, of 
such elemental needs as land and water. Never- 
theless, people who, like Thomas Malthus 160 
years ago or the “stagnationists” of only 20 years 
ago, underrated the inventive genius that man 
could produce in a favoring economic and politi- 
cal climate, have been badly mistaken. The re- 
lease of nuclear energy, achieved by the present 
generation of scientists, bulwarks faith in con- 
tinuing progress. 

To recognize that great potentials exist is 
not to realize them. For example, the educa- 
tional system will have to be strengthened in 
mathematics and science to correct the looming 
shortage of engineering and technical talent. 
Political leaders will have to keep the pe: 
and promote mutually beneficial international 
trade and capital movements. 


Financing Without Inflation 
Again, and closer to hand, the question arises: 
Where is the money coming from? It is an ex- 














July, 1956 








pensive business, carrying forward with indus- 
trial research and financing outlays for plant and 
equipment to keep up with population growth, 
to improve products, and to take advantage of 
the opportunities to cut costs. Capital projects 
provide no output of consumable goods during 
periods of construction. If they are to be 
financed without inflation they must be financed 
out of savings. Thus we have the problem of the 
supply of savings available for industrial progress. 


This is a world-wide problem. Almost every- 
where nations are attempting to push forward 
with industrialization, encountering shortages of 
saving, and suffering the punishment of inflation 
for attempting to do too much too fast. The 
United States has been sending money abroad 
to give help, and it is a rather shocking surprise 
that questions should be raised as to the ade- 
quacy of American resources for productive in- 
vestment. For the U.S. has enjoyed the heaviest 
flow of voluntary saving of any nation in the 
Twentieth Century. 


Speaking before the National Association of 
Mutual Savings Banks on May 8, W. Randolph 
Burgess, Under-Secretary of the Treasury, noted 
the evidences of a deficiency of saving: 


What has happened is that the demand for capital has 
shown itself to be greater than the supply of capital. The 
amount of money sought to build houses, to build fac- 
tories, roads, pow public facilities has been greater than 
even the large amount of savings available for these 
purposes. As a result, some of the demands for this 
money have been met from bank credit instead of by 
savings, and the price of money has risen. This is, in fact, 
one of the principal reasons why a threat of inflation has 
developed . . . 



































A Look Ahead 
The demand for capital, as Mr. Burgess notes, 
is already swollen and it is bound to expand as 
the economy grows. The National Industrial 





Conference Board, venturing on its fortieth birth- 
day to look ahead another forty years to 1996, 
envisions a growth of population from the pres- 
ent 167 million to 300 million; an expansion of 
the annual national product from $400 billion to 
$1,200 billion; and a corresponding growth in 
private domestic investment from its 1955 level 
of $59 billion to $180 billion (in 1955 dollars) 
forty years from now. In opening these vistas, 
John S. Sinclair, president of the Conference 
Board, states: 

We in this new decade with the eyes of ind 3 
labor, ~~ government alike directed + wh Pangea 
toward the brighter tomorrow, with future economic 
growth taken almost for granted. . . . 

This faith and confidence in our nation’s longer-range 
future stands in striking contrast to the mature or stag- 
nant economy thesis that infected our body economic 
throughout the dismal Thirties. . . . Not economic 
trees grow to the sky. No natural law dictates that fu- 
ture growth must follow because most of our growth 
patterns of the past have been strong. Political, moral, 
social and other institutional and environmental changes 
~a play havoc with the most firmly entrenched trend 


If we pause to consider, we realize that the threat of 
inflation is still with us, that international uncertainties 
make all our long-term plans and projections tentative, 
and that the huge Kiger, ty present and future com- 
mitments of all types must be honored by generations to 
come. 

While there is little room in any of these areas for 
complacency, there are no grounds for discouragement — 
for any slackening of our drive. Our country is ing 
so fast that by the end of the century regan be pre- 

to meet the needs of another America, almost as 
é as our present one. .. . 


The Conference Board projections, as in 
the accompanying chart, point up the possible 
scope of the capital goods market and the need 
for larger amounts of capital which will be re- 
quired if the economy is to maintain its previous 
rate of growth. 
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Gross private domestic investment, as shown 
in the chart, comprises several different types of 
capital outlays, all of which compete for the 
savers’ and investors’ dollars. Business expendi- 
tures for construction and equipment bulk large 
but nearly half of private investment in 1955 
represented residential building ($16.6 billion), 
inventory accumulation ($3.3 billion), and invest- 
ment by farmers and by colleges, hospitals, and 
other nonprofit institutions. 


The figure for business plant and equipment 
expenditures, $29 billion in 1955 as reported by 
the U.S. Department of Commerce and the Se- 
curities and Exchange Commission, was up 
around $35 billion in the second quarter of 1956 
and is still rising. In virtually every’ industry 
business men are planning and building for the 
future. A survey by McGraw-Hill, released in 
mid-May, indicates that business expects to main- 
tain plant and equipment outlays above the 1955 
level at least through 1959. 


Internal Sources 

The $35 to $40 billion plant and equipment 
outlays indicated for 1956 run around 9 or 10 
per cent of a $400 billion gross national product, 
a modest enough proportion —— the 
essentiality of the purpose and the established 
saving habits of the people. As a first recourse 
for any going business, there are current depre- 
ciation and other capital charges allowable as 
income tax deductions. Exclusive of agriculture 
and rental properties, for which recent figures are 
unavailable, such charges are currently covering 
two-thirds of plant and equipment outlays. 

Among corporations, for which the statistics 
are best, the flow of depreciation charges more 
than doubled between 1949 and 1955. The rise is 
related. to: 

(1) the larger and more expensive plant put 
in place; 

(2) the accelerated, five-year amortization al- 
lowed since 1950 on nearly $22 billion of new 
facilities important to the national defense; and 

(3) the greater flexibility in computing depre- 
ciation permitted under the Revenue Act of 1954. 

While the first and third of these factors can 
continue to provide larger sources of funds, the 
second is transitory. In fact, some companies 
express concern over the effects on their cash 
flow of the exhaustion of these accelerated al- 
lowances a few years hence. A reduction in de- 
preciation allowances tends to increase book 
profits but also raises the tax bill with the ironic 
result that a company, while reporting larger 
earnings, has less cash with which to pay divi- 
dends and finance capital outlays. 
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The accelerated allowances were granted for 
the practical purpose of releasing funds for capi- 
tal outlays, overcoming the excess profits tax 
obstacle to financing with retained earnings, and 
meeting the problem of inflated plant replace- 
ment costs. To get the maximum benefit out of 
depreciation allowances, reasonable price stabil- 
ity is needed. While inflation tends to swell the 
bookkeeping profits of business, it creates short- 
ages of funds not only to pay higher payroll and 
materials bills but also to renew or expand plant. 
Roger M. Blough, Chairman of the Board of the 
United States Steel Corporation, put the problem 
in simple terms, speaking to the shareholders at 
their annual meeting on May 7: 


When a machine is used to produce steel—or any- 
thing else —it wears out a little each year. In other 
words, it “depreciates.” So if we buy a machine that will 
last for 25 years, and if the machine costs us 25 million 
dollars, it will wear out at the rate of a million dollars’ 
worth each year. Thus the Federal tax laws permit us to 
recover a million dollars a year, on the average, on this 
machine as a cost of doing business. And at the end of 
the 25 years, when the machine wears out, we have got 
our 25 millions back through this process of “normal 
depreciation.” So theoretically we can buy a new ma- 
chine with it... . 

But that’s where Old Man Inflation steps in. During 
the past ten years alone, our plant and equipment costs 
have more than doubled. So 25 million dollars won't 
begin to pay for the new machine. Let me give you an 
actual example of this problem as we face it today: 

Back in 1930 we built an open hearth plant which cost 
about 10 million dollars. Today it will cost us about 64 
million dollars to replace that plant. Through deprecia- 
tion we have recovered the original 10 millions that we 
spent on this facility. The remaining 54 millions, how- 
ever, will have to come out of our profits . . . our profits 
after taxes. 

But in order to earn 54 millions in profits after taxes, 
we have to earn 112% millions before taxes. And, last 
oy it took the profit on six hundred million of the dol- 

we received from our customers — about one-seventh 
. our total sales—to pay for that one open hearth 
plant. 

So every penny of profit we made on one-seventh of 
our total ils last year will be wiped out in replacing 
this open hearth. And that, of course, is only one Facility. 
We have many other furnaces, mills and machines which 
must be replaced each year. 

In this connection, however, I should point out that 
many -new facilities we buy today are better and more 
productive than the old ones they replace; and the new 
open hearth shop I have just described will produce 
hee one-third more steel than the present one does. 
But taking this into full account, it will still cost more 
than 4% times as much, per ton of capacity, as the origi- 
nal facility did. 

Thus you see that a substantial part of our profits are 
not real profits in the sense that they can be used to pay 
dividends, or to provide for expansion and growth, or 
to serve any of the other functions that a profit is sup- 

to perform. They are what I would call phantom 
profits destined for replacement, profits which are eaten 
up by inflation, almost before we get them. or 4 cannot 
finance progress. We must use them just to stand still. 
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Granted sympathetic attention to the problems 
by the Congress, depreciation allowances can 
remain the most substantial single source of 
money to finance business capital outlays. 


Profits Plow-back 

Depreciation charges for unprofitable firms go 
to waste. When depreciation is barely covered a 
business is at a point of no return. It must do bet- 
ter to survive. Net earnings are needed to support 
creditworthiness, give access to borrowed money, 
permit a dividesd return to shareholders, and 
make possible retention of earnings in the busi- 
ness as a second major source of funds for growth. 
Since income taxes take about half of net profits 
under existing laws, a manufacturer needs to earn 
$2 of profits before tax to gain $1 net profits after 
tax. Shareholders generally expect a distribution 
of at least half of net profits. A fairly typical 
outcome is that $4 of profits before tax leaves 
$2 net profits after tax of which $1 is retained 
for reinvestment. 

The total flow of og aR funds 
is pictured on the chart. The figures cover all 
corporations over the ten postwar years. The 
entire shaded areas of the chart represent profits 
before tax plus depreciation allowances. The 
areas below zero show the amounts paid the 
owners as dividends and drained off in income 
and profits taxes. 
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Cash Flow of Corporations, 1946-1955. 
Source: U.S. Department of Commeree. 

Above the zero line are depreciation allow- 
ances and retained earnings which, since 1947, 
have been developing a “cash throw-off” in a 
range of $15 to $25 billion a year. In 1955, this 
cash throw-off approximately equaled corpor- 
ate plant and equipment outlays. 





George Terborgh, Research Director of the 
Machinery and Allied Products Institute, in a 
study published last November, envisaged the 
possibility that over the next ten years internal 
funds might cover 90 to 95 per cent of the pro- 
jected requirements for modernizing and ex- 
panding business plant and equipment. He 
warned, however, that — 


. . . the whole calculation rests on two crucial assump- 
tions that may not be realized, namely, that there will be 
no major de ion and no significant further inflation 
during the decade ahead. A major depression could upset 
the applecart by reducing both iture requirements 
and cial availabilities. Inflation could upset it by 
ea in dollars faster than the increase 
in availabilities (the lag arising mainly from the use 
of historical-cost depreciation ). 


Needs for Outside Capital 


Mr. Terborgh’s estimate is also predicated on 
the assumption that corporate profits after tax 
will grow at a rate of 4 per cent a year com- 
pounded, what he describes as “the normal 
growth rate (in the absence of inflation) of the 
gross national product.” Whether this projec- 
tion can be realized without reduction in corpor- 
ate income taxes seems doubtful. In the ab- 
sence of income tax reductions, the upward pres- 
sure on business costs, as evidenced in the steel 
wage dispute, brings price advances which in- 
flate the financial burden of capital programs. 
Even in 1955, when internally-generated funds 
theoretically covered plant and equipment out- 
lays, many firms had to go outside for substan- 
tial money. The increase in bank loans to busi- 
ness was the largest ever experienced. 

This year, with sharply enlarged plant and 
equipment programs, bank loans to business 
are rising further —% y the psa position 
of the banks has shifted more of the pressure to 
the bond market. One explanation is that work- 
ing capital needs have been increased not only 
by growth in business volume but also by rising 
payroll and material costs, by extensions of more 
liberal credit terms to consumers, and the accel- 
eration of corporate income tax payments. Still 
another consideration is that substantial sums are 
drawn off from internal sources, as well as raised 
in the American capital market, to finance proj- 
ects overseas. 


Taking the whole of the "sera period, an 
inadequacy of internal funds has been evidenced 


symptomatically in the demands industry has 
made upon banks for loans, in flows of new cor- 
porate security issues, and in the urgency with 
which spokesmen of industry have pressed Con- 
gress for larger and more flexible depreciation 
allowances. The rise to new high levels of plant 
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and equipment outlays this year creates the need 
for more enterprises to turn to outside sources. 


Institutional Sources 

As is well known, the income tax laws encour- 
age borrowing additional funds as opposed to 
raising additional equity capital. Apart from the 
plow-back of earnings, which builds equity, 
corporations put out new stock issues as a basis 
for credit and as a protection to solvency should 
adversity strike their industry or firm. For long- 
term money, as the tax laws work, the natural 
place for an established enterprise to go is to the 
bond market, where it can tap the large and 


growing resources of savings institutions and 
pension funds. 


As the charts below on this page illustrate, 
the loans and investments of these institutions 
have been growing at a rapid rate, around $5.7 
billion apiece last year for life insurance com- 
panies and savings and loan associations, $2 
billion each for mutual savings banks and trus- 
teed pension funds*, and $1.3 billion for fire, 
casualty and marine insurance companies. The 


*Pension funds administered by trustees or by employers 
directly, but not those administered by insurance com- 
panies or government bodies. 
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tute of Life Insurance; Federal Reserve Bulletin; Best & Company, Aggregates and Averages; Board of Governors of the Federe) 
Reserve System, Flow of Funds in the United States, 1939-1953; Securities and Exchange Commission. 
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bulk of this $17 billion was made available 


for lending or investing at fixed rates of interest. 


Also charted, to broaden the picture of the 
credit structure, are the figures for the nations’ 
commercial banks. The commercial banks are 
the largest lenders, both in terms of their $162 
billion loan and investment total and in terms 
of the uncounted millions of borrowers they have 
on their books. According to a survey conducted 
by the Federal Reserve and published in the 
April Federal Reserve Bulletin, member banks 
of the Federal Reserve System on October 5, 
1955 had $31.6 billion commercial and industrial 
loans outstanding. The low average size of loan, 
$23,400, is one indication of the fact that com- 
mercial banks are the primary source of credit 
for small business. But for business large and 
small, two-thirds of the credit extended by banks 
is of a short-term, working capital variety. The 
remaining third, $10.4 billion on the survey date, 
was in term loans, defined as those having a 
maturity beyond one year. This represents a 
significant contribution of the banks toward fi- 
nancing intermediate-term credit needs. 


It would be improper, however, to expect 
banks to make a major contribution to longer- 
term capital requirements of business. While the 
banks have savings and time deposits beyond 
$48 billion, accumulating at a rate of about $1% 
billion a year, these funds are rather heavily 
committed to investments in home mortgages 
and federal, state and local government bonds. 
Their demand deposit resources, which, apart 
from cash reserves, are mainly represented in 
short and intermediate term loans, including 
consumer loans, are kept under constant surveil- 
lance and restriction by the Federal Reserve, as 
is necessary to avoid inflation of the nation’s 
means of payment. 


Competition of Mortgages and Public Debt 


The prime sources of long-term funds are the 
savings institutions which collectively had loans 
and investments aggregating about $182 billion 
on December 31, 1955. If the $17 billion growth 
for 1955 can be extended and increased, there 
will be an abundant pool of funds to be tapped 
for industrial expansion. . 

The trouble is, as the areas of the chart bring 
out, that funds forming this pool are heavily 
committed to supporting public debt and pro- 
viding for the seemingly insatiable demands of 
the mortgage market. Some of the mortgage 
loans finance commercial building, a business 
use of funds, but in the main they represent 
money to support residential building. 








For example, virtually all of the funds people 
place with savings and loan associations are bor- 
rowed by others to build or buy homes. In the 
case of mutual savings banks last year, the 
whole growth in funds available for loans and 
investments was absorbed by increased real 
estate loans. For life insurance ¢ompanies, in- 
creased real estate and mortgage holdings ab- 
sorbed two-thirds of the 1955 growth in loan and 


investment resources. 


The amount of new money provided by sav- 
ings institutions to business during 1955 
amounted to no more than $3 or $4 billion, en- 
tirely from insurance companies and trusteed 
pension funds. 

The Individual 

Institutionalized savings are for the bene- 
fit of individuals. Deposits in savings accounts 
and purchases of savings and loan shares are 
directly under the individual's control. Growing 
insurance company resources and pension 
funds reflect the desires of people for insurance 
protection and pension rights. The whole of 
this flow depends on confidence in the future 
buying power of the dollar since what the indiv- 
idual gets in every case is a claim for money in 
the future. 

Individual savings today flow mainly through 
savings institutions, as the following table shows. 
This analysis, based on statistics of the Securi- 
ties and Exchange Commission, excludes as sav- 
ing increases of personal resources which do not 
represent added funds for the long-term capital 
market: checking account deposits in banks, cur- 
rency, equity in government insurance and pen- 
sion funds, and physical assets. 

Individuals’ Saving and Borrowing 


(In Billions of Dollars) 


1951 1952 1953 1954 1955 
Saving 














Institutional* $9.7 $14.0 $15.0 $16.6 $16.5 
Gor Securities ..._._.. —0.9 1.0 2.4 —0.6 3.3 
Corp. Securities ... 1.6 1.8 1.1 0.0 2.4 
Total .... 10.4 16.8 18.5 16.0 22.2 
Borrowing 
Mortgage Debt 6.6 6.5 1.3 9.2 12.4 
Cc Debt 0.6 4.1 3.5 0.5 5.8 
EE, 10.6 10.8 9.7 18.2 
Net Saving 3.2 6.2 7.7 6.3 4.0 





Source: Securities and Exchange Commission. 





*Includes insurance reserves, insured pension reserves, trusteed 
pension funds, time and savings deposits, and equity in savings 
and loan associations. 


Of the $22 billion saving figure for 1955, $17 
billion was in the form of institutionalized sav- 
ing (outside government insurance and pension 
funds), and $3 billion was invested directly in 
government securities. The amount provided by 
individual purchases of corporate securities, 
while probably the largest since the 1920's, still 
came to no more than $9 or $3 billion net. 
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Individuals’ Savings and Borrowing, 1946-1955 
Source: Securities and Exchange Commission estimates omitting 


demand deposits, currency, equity in government insurance 
funds, purchases of homes and consumer durable goods, and 
investment of,nonprofit institutions; Irwin Friend, Individuals’ 
Saving, New York, 1954. 

Encouragingly, with the benefit of larger in- 
comes and the inducement of higher interest 
rates, people have increased their saving. But 
at the same time their borrowing (so-called nega- 
tive saving) has increased, mostly for the pur- 
chase of homes, home appliances, and cars. The 
residual of net saving, as shown in the table and 
chart, has been bobbing around over the last 
five years between $3 and $8 billion, no great 
sum in terms of the needs of industry for funds 
—not to mention States and municipalities. 


The Sum-up 


No one doubts that, if we are going to enrich 
American life over the years, more and more 
money will be needed for business investment. 
The symptoms of shortage are apparent in pres- 
sures on lenders for money and in rising interest 
rates needed to bolster saving. 


Figures on demand and supply of savings 
funds, such as those cited, are not closely enough 
comparable to permit exact measurement of a 
savings deficiency. They do, however, show the 
emergence of a vital problem, the solution for 
which demands forward-looking and imaginative 
financial policies of Government. 

An inflationary credit policy, fed by cheap 
Federal Reserve credit, is no answer. The cure 
would be worse than the disease, raising prices 
and project costs while discouraging the savings 
flow on which long-term financing depends. 


One most obvious consideration is that, what- 
ever we may do to spur saving, there will always 
be limits on the scale of investment we can af- 
ford. The fact that everybody develops so many 
fine plans does not necessarily mean that they 
can all be carried through. Some, of marginal 


merit, may have to be abandoned; others 
stretched out as a foundation for enduring pros- 
perity. Overbuilding with borrowed money, his- 
torically, has been a path to disaster. 


As the charts presented earlier show, demands 
for .nortgage credit, overstimulated by govern- 
ment policy, have been tending to preempt too 
much of the supply of current saving. Home 
ownership is a fine thing but it is not much 
good without industrial capacity to produce for 
consumption. It is helpful that Federal Reserve 
restraints on credit are effecting a check on the 
growing drain of funds into mortgage invest- 
ments. Talk by some political leaders of provid- 
ing more inducements to borrowing to build, 
and raising home-building to 2,000,000 units a 
year, is totally unmindful of industry's needs for 
funds. 


The overbalancing of the federal budget, now 
finally achieved, can avoid further burdens of 
financing the Federal Government and release 
funds, by debt retirement, to the market for 
productive investments. The problem is to keep 
a rein on government expenditures, for the 
benefit of the taxpayer as well as debt retire- 


ment. 


Save by exploitation of loopholes and pallia- 
tive devices, the economy cannot grow without 
income tax rate reforms. The present steep pro- 
gression, as personal income levels rise, will pro- 
gressively suffocate the economy as a whole just 
as it already is suffocating opportunities for the 
singularly gifted and skilled individual. 

Tax reforms need to be specifically patterned 
to induce more creation of equity or risk capital. 
This can be done by (a) lowering the 52 per cent 
corporate income tax rate and thus relieving 
pressures on prices and on profit plow-back; 
(b) moving further to relieve double taxation of 
dividends; and, most pressing of all, (c) flatten- 
ing the steep personal income tax progression 
which wipes out opportunity for unincorporated 
business either to enlist wealthy partners or to 
grow by plow-back of taxable profits. 


All of these actions can spur the savings flow 
and support confidence in the future value of 
money. That the dollar, while shrunken, has held 
value better than almost any other currency 
in the world, goes far to explain the sustained 
savings supply in the United States. Borrowers 
must be prepared to pay interest rates which af- 
ford the saver a better break. But, if we can be 
granted sound money policies, and reasoned fiscal 
policies, we need fear no lack of money to finance 
growth and progress. 
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Amicus Familiae 


Amicus Familiae ... friend of the family, is a phrase we've con- 
trived to describe an important aspect of Mr. Bascom Torrance’s job. 
As Vice President and Chairman of the Trust Investment Commit- 
tee, Mr. Torrance has in various ways, and on numerous occasions, 
been the trusted friend of many families. He and his associates reflect 
clearly the stature of an organization which, in the management of 
personal and corporate assets, ranks at the very top. 


The Trust Company provides a wide range of helpful services, 
not the least important of which is our Investment Advisory Service. 
For individuals with available funds of $75,000 or more, this com- 
plete, continuing management is a good bargain in the truest sense of 
the word. If you're interested, we would like to send you a free copy 
of “HOW TO GET THE MOST OUT OF YOUR INVESTMENTS.” It's a 
straightforward word-and-picture story of how this Investment Ad- 
visory Service works. 
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